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Summary 



This report provides a summary of the State Unemployment Tax Acts (SUTA) 
Dumping Prevention Act of 2004, P.L. 108-295. The term “SUTA dumping” refers to 
a variety of tax planning strategies used by employers to minimize the tax burden of 
federally mandated state unemployment taxes. The strategies exploit the differences in 
methods state employ to determine unemployment tax rates among established 
employers and the method by which states determine the tax rate of new firms and firms 
that have either created new subsidiaries or have absorbed other firms. SUTA dumping 
creates tax inequities when firms avoid their appropriate state unemployment taxes. 
Firms that follow state unemployment tax law are burdened with additional taxes as a 
result of the tax avoidance by the firms that engage in SUTA dumping. This report will 
be updated as legislative activities warrant. 



Overview 

The Unemployment Compensation (UC) Program. UC is a joint federal- 
state program and is financed by federal taxes under the Federal Unemployment Tax Act 
(FUTA) and by state payroll taxes under the State Unemployment Tax Acts (SUTA). The 
underlying framework of the UC system is contained in the Social Security Act (SSA). 
Title III authorizes grants to states for the administration of state Unemployment 
Compensation (UC) laws; Title IX authorizes the various components of the federal 
Unemployment Trust Fund (UTF); and, Title XII authorizes advances or loans to 
insolvent state UC programs. 

UC Financing. Among its 59 accounts, the federal UTF in the U.S. Treasury 
includes the Employment Security Administration Account (ESAA), the Extended 
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Unemployment Compensation Account (EUCA), and the Federal Unemployment 
Account 1 (FUA), 53 state accounts, 2 the Federal Employees Compensation Account 
(FECA), and two accounts related to the Railroad Retirement Board. Federal 
unemployment taxes are placed in the ESAA, the EUCA, and the FUA; each state’s 
unemployment taxes are placed in the appropriate state’s account. Federal taxes pay for 
UC administration grants to the states and half of extended UC benefits. State taxes pay 
for regular UC benefits and half of extended UC benefits. 

What is SUTA Dumping? 

The term “SUTA dumping” refers 
to a variety of tax planning strategies 
used by employers to minimize state 
unemployment taxes. The strategies 
exploit the variation in the effective 
unemployment tax rates among 
employers and the methods states 
determine the tax rate of firms that have 
either created new subsidiaries or have 
absorbed other firms. Unemployment 
taxes are levied on employers based on 
a combination of established rates and 
the employer’s past history with the UC 
system. Generally, employers that have 
had a greater number of unemployed 
workers in the past have a lower rating 
and would pay higher UC taxes. 

Recently, Congress passed the 
SUTA Dumping Prevention Act of 2004 
(P.F. 108-295), which is intended to end 
or at least significantly curtail SUTA 
dumping. SUTA dumping occurs when 
employers that pay relatively high UC 
taxes, “dump” workers into an affiliated 
employer with lower UC taxes. The 
legality of SUTA dumping schemes 
varies depending on state laws. According to a Government Accountability Office (GAO) 
survey, over half of the state administrators felt that SUTA dumping resulted in lost state 
unemployment tax revenue. Administrators most often cited the employee leasing 
industry, hospitality industry, and construction industry as engaging in SUTA dumping 
practices. 3 



Federal Unemployment Taxes. A 

federal tax of 6.2% on the first $7,000 of a 
worker’s wages ($434 per worker) is levied on 
employers. The employer, however, receives a 
federal tax credit of up to 5.4% ($378) of the 
worker’s wages for state unemployment taxes. 
Employers may have a state unemployment tax 
rate that is less than $378 that may be credited 
toward the federal tax as long as the state’s UC tax 
system complies with federal law. The federal 
government receives up to $56 per covered 
worker from employers. 

State Unemployment Taxes. State tax 
rates and base wages are determined by wildly 
variable state law. In 2004, the wage base ranged 
from $7,000 (11 states) to $27,100 (Alaska). 
Three states, Alaska, New Jersey, and 
Pennsylvania, also tax employees to finance the 
UC fund. Most states augment the base funding 
formula through expanding the taxable wage base, 
increasing tax rates, and/or levying special fund 
fees. In addition, all states use an experience 
rating to adjust an employer contribution to better 
reflect the employer’s potential reliance on the 
fund. New firms, those with no past 
unemployment experience, may be levied a lower 
tax rate (less than the 5.4% but not less than 1%) 
than employers with more experience. 



1 The FUA is an account from which advances are made to depleted state trust fund accounts to 
ensure that UC benefit obligations are met. 

2 The District of Columbia, Puerto Rico, and the Virgin Islands are considered to be states. 

3 U.S. Congress, House Committee on Ways and Means, Subcommittee on Oversight and 
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The state unemployment tax rate of an employer is, in most states, based on the 
amount of UC paid to former employees. Generally, in most states, the more UC benefits 
paid to its former employees, the higher the tax rate of the employer, up to a maximum 
established by state law. 4 The experience rating is intended to ensure an equitable 
distribution of UC program taxes among employers and encourage a stable workforce. 
The variation of experience rates creates the opportunities for strategic tax minimization 
behavior, such as “SUTA dumping.” 

Currently, four experience rating systems are used by states to establish an 
employer’s experience rating: reserve ratio, benefit ratio, benefit- wage ratio, and payroll 
variation. Each system is intended to fairly distribute the burden based on an employers 
unemployment history. The focus here will be on the reserve ratio (RR) and benefit ratio 
(BR) systems because 30 and 17 states, respectively, use these systems. 5 How these tax 
rates are determined when employers merge or new employers acquire predecessor firms 
are the basis of most SUTA dumping cases. 

Reserve Ratio (30 states, DC, PR, and VI). The most common formula is the 
reserve ratio. Each employer’s rate is calculated as the contributions less UC benefits 
paid divided by payroll. Stated differently, it is the employer’s historical “net” UC 
balance divided by total payroll. Most states require employer’ s to use all past years when 
calculating the experience rating. Using all past years tends to minimize the volatility in 
the ratio resulting from business cycle fluctuations. 

Benefit Ratio (17 states). The second most common formula is the benefit ratio. 
The employer’ s tax rate under the BR system is calculated as the UC benefits paid divided 
by total payroll. In contrast to the RR system, the BR system uses the most recent 
experience, typically the previous three years, to establish the tax rate. The emphasis on 
more recent experience makes the BR system more sensitive to the business cycle. The 
pro-cyclical nature of the BR system — UC taxes increase when UC benefits paid 
increase — may impede economic recovery. 

Employer Experience Rating Transfers. According to the U S. Department 
of Labor (DOL), the transfer of case records, necessitated by firm acquisition and mergers, 
is automatic in most states. 6 Acquiring firms simply incorporate the predecessor’s case 
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Subcommittee on Human Resources, Testimony of Robert J. Cramer, Managing Director Office 
of Special Investigations, Government Accountability Office, June 19, 2003, (GAO-03-8 19T). 
(Hereafter cited as GAO, 2003, at [http://www.gao.gov/new.items/d03819t.pdf].) 

4 FUTA, in Section 3303(a), allows credit for a lowered rate of contribution if the rates are based 
on at least three years of UC program experience. Federal law allows states to make new firms 
eligible for reduced rates after one year. Federal law also allows states to offer new employers 
a reduced rate immediately; however, the rate must be at least 1%. 

5 The District of Columbia, Puerto Rico, and the Virgin Islands, all use the reserve-ratio system. 
Delaware and Oklahoma use the benefit-wage-ratio and Alaska uses the payroll variation system. 
Please refer to U.S. Department of Labor, Comparison of State Unemployment Insurance Laws 
2005, chapter 2, page 9, for a description of the other two systems. 

6 U.S. Department of Labor, Comparison of State Unemployment Insurance Laws 2003, Chapter 
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